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POSTMORTEM TAX PLANNING
IT'S TRULY NEVER TOO LATE TO SAVE TAXES

By
John B. O'Grady
McGuire, Woods, Battle & Boothe
Richmond
I.

INTRODUCTION
A.

In General.
It is truly never too late to save taxes.
There are many elections and techniques
available to a fiduciary handling an estate
that may eliminate or minimize the impact of
death taxes. Failure to take advantage of
these elections and techniques may be
actionable malpractice.

B.

Purposes of Postmortem Estate PlanninQ.
1.

2.

II.

Primary. Postmortem estate planning
should focus on the:
a.

decrease or elimination of federal
estates taxes; and

b.

decrease or elimination of income
taxes payable on a fiduciary income
tax return.

Other. A fiduciary shall exercise all
postmortem tax elections to accomplish
overall economy in both tax savings and
administrative costs for the entire
family.

THE MARITAL DEDUCTION
A.

Transition Rule.
1.

Background of Marital Deduction.
Congress introduced the estate tax
marital deduction in the Revenue Act of
1948. Section 2056(a) of the Internal
Revenue Code (the "Code") allowed an
estate tax deduction for the value of a
.qualified property investment that
passed from a decedent to his or her
surviving spouse. Section 2056(a)(1)
imposed a limitation on the marital
-
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deduction of 50% of the value of the
adjusted gross estate.
2.

Tax Reform Act of 1976. The Tax Reform
Act of 1976 liberalized the limitation
on the marital deduction to the greater
of $250,000 or one-half of the adjusted
gross estate. The amount of this
deduction, however, was reduced by the
aggregate amount of all gift tax marital
deductions made after December 31, 1976.

3.

Economic Recovery Tax Act of 1981. The
Economic Recovery Tax Act of 1981
("ERTA") continued the liberalization of
the marital deduction begun by the Tax
Reform Act of 1976. ERTA removed all
the quantitative limitations on the
marital deduction for both estate and
gift tax purposes. An individual may
now pass an unlimited amount of property
to his or her surviving spouse free from
estate and gift taxation.

4.

ERTA-Transition Rule. Under the
transition rule of ERTA, the Internal
Revenue Service disallows the unlimited
marital deduction if the following
conditions are met:
(a) the decedent
dies after December 31, 1981; (b) at the
decedent's death, property passes to a
trust that contains a formula expressly
providing that the spouse is to receive
the maximum amount of property
qualifying for the marital deduction
allowed by federal law; (c) the formula
was not amended to specifically refer to
an unlimited marital deduction; and (d)
the state of the decedent's domicile
does not enact a statute construing this
type of formula as referring to the
unlimited marital deduction. P.L. 9734, S403(e)(3).
Virginia enacted a statute referring to
the transition rule. Va. Code S64.162.1 (Repl. Vol. 1980).
The Virginia
statute, however, does not construe a
formula providing for the "maximum"
marital deduction as referring to the
"unlimited" marital deduction. Rather,
the Virginia statute tracks the federal
transition rule.

-
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5.

Exceptions to Transition Rule. Proposed
Treasury Regulation S20.2056(c)-iA(c) (3)
states that the term "maximum marital
deduction formula" as used in the
transition rule does not apply if the
will or trust instrument specifically
indicates that the decedent intended to
incorporate any changes or increases in
the allowable deduction. See also Rev.
Rul. 80-148, 1980-1 C.B. 207. Private
letter rulings indicate that if the
instrument reflects an intent to
incorporate future changes in the amount
of the marital deduction, the unlimited
marital deduction would be available.
For example, a number of rulings allow
an unlimited marital deduction if the
instrument refers to the maximum marital
deduction in effect at the testator's
death. P.L.R. 8624066 (3-14-86); P.L.R.
8603016 (10-16-86); 8603054 (10-21-85);
See also Estate of Kendall, T.C. Mem.
1990-547.
In order to take advantage of the
exception under Virginia law, a circuit
court having jurisdiction must declare
the decedent's intent to incorporate
future changes in the tax laws. This
suit must be filed within twelve months
of the decedent's death.

B.

Recuirements for the Marital Deduction.
1.

General Reauirements. Section 2056(a)
of the Code imposes several requirements
in order to qualify for the marital
deduction. They are as follows:
a.

The decedent must be survived by a
spouse who is a citizen of the
United States. (See Paragraph D
below for a discussion of a special
marital deduction if the surviving
spouse is not a U.S. citizen). The
burden of proving both the marital
status and survivorship is on the
personal representative.

b.

The property must "pass" from the
decedent to the spouse.

c.

The value of the property interest
must be included in the decedent's
gross estate.
-
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d.

The property interest must be a
type that will be included in the
spouse's gross estate to the extent
not consumed or given away during
his or her lifetime.

These general requirements have remained
the same for both the pre-ERTA and postERTA marital deduction.
2.

Non-Deductible Terminal Interest.
a.

In General. The Code defines a
non-deductible terminal interest as
an interest that will fail or
terminate due to:
(1) lapse of
time; (2) the occurrence of an
event or contingency; or (3) the
failure of an event or contingency
to occur. Life estates, terms of
years, patents and copyrights are
terminal interests. However, a
bond, note or other similar
contractual obligation (the
discharge of which would not have
the effect of an annuity or a term
of years) is not a terminal
interest.

b.

ExceDtions. Section 2056 and the
relevant regulations provide
certain exceptions to the terminal
interest rule. These exceptions
are as follows:
(1)

If the property interest
passing to a decedent's
surviving spouse is
conditioned on the spouse
surviving for a limited period
of time, it will qualify for
the marital deduction. For
example, if a decedent gives
his entire estate to a spouse
on a condition that she
survive him by six months with
the estate passing to charity
if she does not, the bequest
qualifies for the marital
deduction. The regulations
require the condition to be
satisfied within a six-month
period.
-
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(2)

c.

If a property interest passes
to a decedent's surviving
spouse and the interest is
held in trust giving the
spouse the right to income for
life with a general power of
appointment, the interest will
qualify for the marital
deduction.

Examples. The following is a list
of terminal interests that do not
qualify for the marital deduction:
(1)

A life estate to the surviving
spouse with the remainder
passing to others which does
not satisfy the QTIP rules.

(2) A remainder interest to the
surviving spouse contingent on
the spouse surviving someone
else.
(3) A term interest in the
surviving spouse with a
remainder to another.
(4)

C.

A bequest to the surviving
spouse contingent on the
spouse's survival to the date
of distribution or to the date
of probate of the decedent's
estate.

-The OTIP Election.
1.

General Requirements. In order for a
bequest to a trust to constitute
"qualified terminal interest property"
for which the decedent's estate may
elect to take a marital deduction, the
trust must meet four requirements:
(a)the spouse must be entitled to all the
income from the property for life; (b)
the income must be payable to the spouse
at least annually; (c) no one can have a
power to appoint the property during the
spouse's lifetime to anyone other than
the spouse (the spouse may, but need
not, be given a limited testamentary
power of appointment); and (d) the
spouse must have the right to make the
trust assets income productive. To the
extent the personal representative makes
-
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an election, the trust assets qualify
for the federal gift or estate tax
marital deduction. See Estate of Howard
v. Comm'r, 910 F.2d 633 (Stub income to
remainderman does not disqualify trust
from marital deduction.)
2.

Caution. The QTIP trust must qualify
for QTIP treatment as of the date of
death. In Estate of Clayton v. Comm'r,
97 T.C. 22 (1991), the will provided
that if the executor did not fully elect
QTIP treatment, the non-elective portion
passed to a nonqualifying trust. Even
though the election was made, the Court
denied the declaration, claiming it was
impossible to determine whether the
property would go to the qualifying
trust. See also P.L.R. 9226059 (Service
denied marital deduction when right to
disclaim was given to surviving spouse
and, if utilized, would have transferred
property to someone else named in the
instrument).

3.

Advantages and DisadvantaQes. The
primary advantage of the QTIP trust is
that the property passes at the death of
the surviving spouse in the manner
prescribed by the spouse who created the
trust. This trust allows married
persons to take advantage of the
unlimited marital deduction without
-jeopardizing the ultimate interests of
their children or other beneficiaries.

4.

The Mechanics of the Election. The
personal representative elects to
qualify QTIP property for the marital
deduction by listing the property or
trust on Schedule M of Form 706. Simply
listing the assets is now sufficient.
In the past, it was necessary to "elect"
by checking a box or by completing a
separate part to Schedule M. Because of
the great amount of confusion on the
issue, the Service recently altered the
form so there is an assumed election
unless stated otherwise. Proposed
Regulation 20.2056(b)-7(b) authorizes an
election on a fractional or percentile
share of the property that may be based
on the unified credit. Care should be
given to partial elections and how they
are worded due the form revision.
-
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5.

Q__:

6.

Considerations in MakinQ the OTIP
Election.
a.

Do savings clauses work?

The property for which the election
is made will be included in the
surviving spouse's gross estate.
In addition, the Code directs that
unless the surviving spouse's will
provides otherwise, the personal
representative of the surviving
spouse's estate can recover the
estate tax attributable to the QTIP
property from the distributees of
the property.The QTIP election becomes a
postmortem estate planning tool
that can provide a second look at
tax planning as of the testator's
death. If the surviving spouse's
life expectancy is relatively
short, equalization of the spouses'
estates, rather than tax deferral
by full utilization of the marital
deduction, may be the paramount
consideration, suggesting that no
(or a partial) QTIP election be
made. In this situation, it is
useful to remember that the
surviving spouse's estate may be
eligible for a Section 2013 credit
for property previously taxed.
This latter course may provide
greater tax savings than the
marital deduction from the QTIP
election.

b.

The optional nature of the QTIP
election may present conflict of
interest problems, particularly if
one of the personal representatives
is a remainder beneficiary of the
trust. If the personal
representatives make the election,
the surviving spouse receives more
income during his or her lifetime
because of the larger QTIP trust,
but the remainder beneficiaries
ultimately inherit less'property
because of the increased estate tax
payable at the surviving spouse's
-

7 -

death. If the personal
representatives do not make the
QTIP election, the surviving spouse
receives less income for his or her
support, while the remainder
beneficiaries have an interest in
the smaller trust corpus initially
but one that will not be reduced by
taxes at the surviving spouse's
death.
A personal representative may also
elect to make a partial QTIP
election with respect to the trust.
This may be desirable where there
is no separate credit shelter trust
(or bypass trust or share) or when
it is advantageous to pay some tax
at the first death. If the
surviving spouse has an income
interest in a single trust eligible
for the QTIP election and the
personal representative wants to
carve out a bypass share to shelter
some assets from tax in the
survivingspouse's estate, the
personal representative may make a
QTIP election as to some, rather
than all, of the trust property.
Under the regulations, a partial
election must be made to a
fractional or percentile share of
the trust property rather than to
identifiable assets or a fixed sum.
c.

Under proposed regulations, the
will may direct that the trust
property be divided into two
separate trusts to reflect a
partial QTIP election. The trust
not qualifying for the marital
deduction must otherwise satisfy
the QTIP trust requirements.
Principal distributions may be
charged first to the marital
deduction trust. The will may
instead direct the retention of a
single trust with the creation of
separate shares for accounting
purposes. The trustee may be
further authorized to reduce the
marital deduction share of the QTIP
trust by any principal invasions
for the spouse.
- 8 -

D.

Oualified Domestic Trust - Section 2056A
1.

Background. Before the Technical and
Miscellaneous Revenue Act of 1988
(TAMRA), it was possible for a married
couple to transfer wealth to the next
generation free of transfer taxes where
one spouse was not a United States
citizen. For example, Husband, a U.S.
citizen, transfers property to Wife, a
non-citizen. This transfer was free
from transfer tax by reason of the
marital deduction. Upon Wife's death,
these assets were not subject to
transfer taxes if Wife was not domiciled
in the U.S. and none of the assets were
located in the U.S. at Wife's death.
Thus, if Wife moved from the U.S. and
took the assets with her, it was
possible to avoid transfer taxes on the
assets.
TAMRA now disallows the marital
deduction for property transferred to a
surviving spouse who is not a United
States citizen unless the property
passes to a qualified domestic trust
(QDT).

2.

General Reauirements. To be a qualified
domestic trust, a trust must meet the
following requirements:
a.

The trust instrument must require
(1) that at least one trustee of
the trust is an individual citizen
of the United States or a domestic
corporation and (2) that no
distributions (other than a
distribution of income) be made
from the trust unless the U.S.
trustee has the right to withhold
from such distribution the sum
needed for taxes attributable to
such distribution.

b.

The trust must meet additional
requirements as set forth in
regulations to be issued by the
Service designed to ensure the
collection of estate tax (such as a
requirement that sufficient trust
assets be subject to United States
jurisdiction or the trustee be an
-9-

institution with substantial United
States assets).
c.

3.

The decedent's personal
representative must irrevocably
elect to qualify the property for
the federal estate tax marital
deduction on the estate tax return.

Tax Treatment.
a.

Although the decedent's estate is
allowed a marital deduction for a
QDT, the assets held in the trust
remain subject to estate taxes as
part of the decedent's taxable
estate. A federal estate tax is
imposed on any distribution, other
than income distributions to the
surviving spouse, from a QDT before
the death of the surviving spouse.
The estate tax is equal to the
marginal increase in tax that would
have been imposed if the decedent's
taxable estate had been increased
by the amount distributed. (There
is a "gross-up" for previous
distributions from a qualified
domestic trust).
If the decedent's
estate tax has not been finally
determined, the tax is equal to the
highest rate of tax in effect as of
the decedent's death. An estate
tax is also imposed if the trust
ceases to be a qualified domestic
trust. An estate tax, however, is
not imposed on any distribution to
the surviving spouse for reasons of
hardship.

b.

Upon the death of the surviving
spouse an estate tax is imposed on
the value of the property remaining
in the trust. Such tax is based on
the taxable estate of the first
decedent as described above. The
estate tax is due nine months after
the surviving spouse's death.

c.

In the event there are nonexempt
distributions from the trust before
the surviving spouse's death, an
estate tax is due and payable on
the fifteenth day of the fourth
month following the calendar year
-
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in which the event causing th(
occurs. If an estate tax is
imposed because of a distribu
before the surviving spouse's
and the tax is paid out of thE
assets held in the trust, the
payment will be treated as a
distribution subject to estat
taxes.
d.

e.

4.

Each trustee of a qualified
domestic trust is personally
for the tax.

tax
-on
leath
:ax

Lable

Because the tax imposed is tr ited
as an estate tax attributable :o
the estate of the first deced, it,
the provisions of Sections 30,
2032A and 6166 may be availab a if
the estate of the first deced, -t
qualifies. The unified credi of
the second decedent, however, vill
not be available to offset th
additional estate tax.

SurvivinQ Spouse Becomes U.S. Citi an.
a.

b.

If the surviving spouse becom
U.S. citizen and was a U.S.
resident at all times after t
decedent's death, or there wa
estate tax imposed on any
distributions from the trust
the surviving spouse becomes
citizen, then there will be n
estate tax imposed on any
distributions from the trust
the surviving spouse becomes
citizen. In other words, the
will qualify as a QTIP trust.
If taxable distributions were
from the trust before the sur
spouse becomes a citizen and
surviving spouse elects to tz
such distributions as taxablE
made by the surviving spouse,
any distributions from the ti
after the surviving spouse bE
a citizen will not be subject
estate tax in the decedent st
estate. Once again, the QDT
qualify as a QTIP trust.

-
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s a
e
no
efore

fter
QDT
madeiving
he
!at
gifts
then
tst
:omes
to an
)use's
rill

C.

E.

If the QDT becomes a QTIP trust,
the value of any property remaining
in the trust at the surviving
spouse's death will be taxable in
the surviving spouse's estate,
rather than the decedent's estate.

5.

Gifts to a Non-Citizen Spouse. The gift
tax annual exclusion in the case of a
gift to a non-citizen spouse is
$100,000. The provisions of Section
2515 and 2515A (as in effect before
their repeal by ERTA) apply, except
there is no election available to treat
a joint interest as being owned onehalf by each spouse. Thus, the
consideration furnished test will apply
to determine ownership of property held
jointly by an individual and the
individual's non-citizen spouse at the
death of the first spouse.

6.

Credit in Surviving Spouse's Estate.
The tax imposed by Section 2056(d)
qualifies for the credit for tax on
prior transfers, determined without
regard to the date of the first
decedent's death. The credit is only
available, however, for property that
would have qualified for the estate tax
marital deduction were it not for
Section 2056(d).
If the spouse dies and
the estate of the surviving spouse is
subject to an estate tax, the estate tax
paid by the first decedent on the
property passing to the qualified
domestic trust is allowed as a credit
under Section 2013 to the estate of the
surviving spouse. The amount of the
credit is determined without regard to
the date of the first spouse's death.

Funding Considerations.
1.

The Fractional Share Formula.
a.

The fractional share formula is
funded by applying the fraction
described in the instrument to the
pool of assets to be divided, which
is usually the residue of the
estate. The advantage of this
method is that funding can be
accomplished without recognition of
capital gain or capital loss.
-
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Assets that are difficult to value
can be allocated to two trusts on a
pro rata basis without revaluation
on the allocation date. Both
trusts will share ratably in the
good and bad fortunes of the estate
during administration and thereby
minimize disharmony among the
beneficiaries.
From an administrative point of
view, one major disadvantage of
this formula is that the fraction
must be recalculated each time a
non-pro rata partial distribution
is made. In addition, if the
estate appreciates in value during
the period of administration, the
marital trust may grow larger than
intended.
b.

Another difficulty that may arise
in administration of a fractional
formula concerns the determination
of whether the fraction should be
applied to the pre-tax or aftertax residue. If you use the pretax residue, the will should
include appropriate directions that
the tax be paid out of the
fractional share not passing to the
surviving spouse. Otherwise, the
marital deduction is reduced by the
taxes paid from the marital share.
If the instrument directs that
death taxes be paid "as a cost of
administration", the formula is
generally an after-tax residuary
formula. On the other hand, if the
instrument speaks of such taxes
being paid "out of" the non-marital
share or "out of" the residuary
estate, the formula could be
construed as a pre-tax residuary
formula. Of course, attention
should be paid to the language used
in the residuary clause itself.
For example, the instrument may
direct division of "all the rest,
residue and remainder of my estate
remaining after payment of, or
provision for, all proper charges
including death taxes" (an aftertax residuary clause) or "all the
rest, residue and remainder of my
-

13 -

estate remaining after payment of,
or provision for, all proper
charges except death taxes" (a pretax residuary clause).
2.

The Pecuniary Formula.
a.

The pecuniary credit shelter
formula is relatively simple to
administer. Unless the instrument
directs that some other method of
valuation be used, the fiduciary
simply selects assets having date
of distribution values equal to the
amount of the credit shelter trust
computed under the formula. The
bequest is funded by distributing
the assets having an aggregate
value at the distribution date
exactly equal to that dollar
amount.
The principal disadvantages of this
formula are: (1) if appreciated
assets are used to fund the credit
shelter trust, the estate will
incur capital gain in the amount by
which the asset's date of
distribution value exceeds its
estate tax value; (2) the assets
used to fund the trust must be
revalued at the date of
distribution which may be difficult
in the case of some assets such as
closely held business interests or
real estate; and (3) if the estate
appreciates during the course of
administration, all appreciation
will accrue to the marital trust,
increasing the taxable estate of
the surviving spouse.

b.

To fund the pecuniary marital
deduction formula bequest, the
fiduciary selects assets for the
marital trust with date of
distribution values equal to the
amount produced by applying the
optimum marital deduction formula.
Similar to the pecuniary credit
shelter formula, the advantage of
this formula is the simplicity in
administration. The pecuniary
marital deduction formula differs
regarding the appreciation in the
-
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value of the estate during
administration. All appreciation
goes into the credit shelter trust
thereby avoiding any increase in
the taxable estate of the surviving
spouse.
The chief disadvantage of this
formula is that similar to the
pecuniary credit shelter formula,
capital gain and loss must be
recognized if the marital bequest
is funded with assets that have
appreciated or depreciated during
administration. Another potential
disadvantage is that if the estate
decreases in value during the
period of administration, all loss
will be borne by the credit shelter
trust.
III. ESTATE AND GIFT TAX ELECTIONS
A.

Alternate Valuation. Section 2032 of the
Code provides that an executor may select one
of two dates from which to value the estate
assets. The executor must determine whether
the value of the assets on the date of the
decedent's death or the date six months after
the date of the decedent's death produces the
lower valuation. Assets sold or disposed of
during the six-month period are valued as of
the date of sale or disposition. The
intended purpose of this section is to allow
an estate relief where asset values fall
significantly after the decedent's death.
In order to take advantage of this provision,
the alternate valuation date may only be
elected if it produces both a reduction in
the gross estate and the net estate taxes
due. The election may not be used to
artificially inflate the basis of assets
where there is no estate tax due.
An executor may face conflicts when some
assets increase in value and others decrease
causing inequities in the beneficiary's
hands.

B.

Section 2032A - Special Use Valuation.
1.

In General. The Tax Reform Act of 1976
added Section 2032A and the concept of
-
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"special use" valuation. Under Section
2032A, the value of real property may be
based upon the use of such property as
opposed to its actual fair market value.
Special use valuation is available only
for real property used in a farm or
other closely held business. The estate
tax savings depends upon the size of the
decedent's estate. The maximum
reduction in fair market value is
$750,000. After 1992 (when the marginal
estate tax bracket is reduced to 50%),
the maximum estate tax savings with
special use valuation will be $375,000
(50% x $750,000).
There is an additional savings with
special use valuation. Although the
fair market value of the real property
is reduced, the full value of all
mortgage indebtedness against the
property is allowed as a deduction on
the decedent's estate tax return. Rev.
Rul. 83-81, 1983-18 I.R.B. 60.
2.

Pre-Death Reguirements.
a.

The decedent must be a citizen or a
resident of the United States.
S2032A(a) (1) (A).

b.

The real property must be located
in the United States.
52032A(b) (1).

c.

The real property must have been
used on the date of the decedent's
death for a "qualified use".
S2032A(b) (1).
(1) A "qualified use" of real
property is a use as a farm
for farming purposes, or a use
in a trade or business other
than the trade or business of
farming. §2032A(b)(2).
(2)

Use as a farm for farming
purposes is given a broad
definition. §2032A(e)(4) and
(5).
It includes stock,
dairy, poultry, fruit,
furbearing animals, truck
farms, plantations, nurseries,
orchards and woodlands.
-
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d.

During the individual's lifetime,
it is required that the real
property be used in the qualified
use by certain persons, that is the
decedent or members of the
decedent's family. A member of the
decedent's family is defined in
Section 2032A(e)(2) to include:
(1) An ancestor of the decedent;
(2) The spouse of the decedent;
(3) A lineal descendant of the
decedent, the decedent's
spouse or a parent of the
decedent; or
(4)

e.

3.

The spouse of any lineal
descendant described in
subparagraph (3).

During the individual's lifetime,
there must have been "material
participation" by the decedent or a
member of the decedent's family for
five years out of the eight-year
period ending on the date of the
decedent's death. S2032A(b) (1)(C).
(1)

"Material participation" is
defined by reference to
paragraph (1) of Section
1042(a) (relating to net
earnings from selfS2032A(e)(6).
employment).

(2)

Generally, the IRS takes the
position that the decedent or
the members of the decedent's
family that materially
participate in the operation
of a business (or a farm) must
pay self-employment taxes.
Rev. Rul. 83-32, 1983-I.R.B. 8
and Technical Advice
Memorandum 8207006.

Post-Death Requirements.
a.

The real property must pass to or
be acquired by a qualified heir of
the decedent. §2032A(b) (1)(A)(ii).
-
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(1) A qualified heir of the
decedent is defined as any
member of the decedent's
family. S2032A(e)(1).
(2)

For this purpose, a member of
the decedent's family is
defined the same as for
purposes of material
participation (For definition
of "member of family", see d
above.)

(3)

Special use valuation is
available for real property
passing in trust. Trust
property is considered to have
passed from the decedent to a
qualified heir to the extent
the qualified heir receives a
present interest in the
property. CAUTION:
Contingent interests in trust
may prevent real property from
being eligible for special use
valuation. Technical Advice
Memoranda 834600, 8332012 and
8321007. See Technical Advice
Memorandum 863005, however,
where the IRS held that the
remote possibility of the
farmland passing to a nonfamily member did not
disqualify the property from a
Section 2032A valuation. If
the possibility is de minimis
that the real property may
pass to non-family members,
the real property may be
valued under Section 2032A.

(4)

A trustee's power of sale is
not detrimental to special use
valuation. Technical Advice
Memorandum 8230006.

(5)

A special power of appointment
that is not limited to members
of the decedent's family will
disqualify property from
special use valuation. A
disclaimer of the power
causing the remainder to vest
in a qualified heir, however,
-
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solves the problem. Rev. Rul.
82-140, 1982-29 I.R.B. 9.
(6)

Real property passing to a
qualified heir for life with a
remainder interest to charity
may not be valued under the
special use valuation. Rev.
Rul. 81-220, 1981-2 C.B. 175.

b.

For five years out of any eightyear period ending after the
decedent's death and before the
death of the qualified heir, either
the decedent, a member of the
decedent's family, the qualified
heir or a member of the qualified
heir's family must materially
participate in the use of the real
property. §2032A(c) (6) (B).

c.

The eight-year period may begin
before the decedent's death.

d.

The use of the real property by the
qualified heir must be the same
qualified use as the decedent's.

e.

Unlike the pre-death requirement
for qualified use, the post-death
requirement must be satisfied by
the qualified heir himself and not
by a member of his family. To
qualify as a farming operation, the
qualified heir must be "at risk"
and have an equity interest in the
farm. P.L.R. 8346046 and 8307110.
A lease arrangement based on
production may be sufficient
material participation by the
qualified heir. P.L.R. 8217193.

There are two percentage tests that the
decedent's estate must meet to be
eligible for special use valuation.
f.

;9V

Twenty-five Percent Test. Twentyfive percent or more of the
"adjusted value of the gross
estate" of the decedent must
consist of the adjusted value of
qualified real property.
§2032A(b) (1) (B).

-
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(1) The "adjusted value" of the
decedent's gross estate is the
gross estate less unpaid
mortgages, and any
indebtedness on property
included in the decedent's
gross estate. S2032A(b) (3) (A).
(2) The gross estate is determined
using the fair market value of
the real property. (Thus, it
is necessary to appraise the
real property valued under
Section 2032A notwithstanding
that Section 2032A is used.)
(3) The "adjusted value" of the
qualified real property is the
fair market value of the real
property less unpaid mortgages
and any indebtedness on such
property included in the
decedent's gross estate.
S2032A(b) (3) (B).
g.

Fifty Percent Test. Fifty percent
of the "adjusted value of the gross
estate" of the decedent must
consist of real and personal
property used in a qualified use.
S2032A(b) (1) (A).
(1) The "adjusted value" of the
gross estate and the "adjusted
value" of qualified real and
personal property have the
same definitions for the 50%
test as they do for the 25%
test.
(2)

h.

Notwithstanding a partial
election under Section 2032A,
all real property used in a
qualified use is considered in
meeting the 50% test.

Gifts made within three years of
the decedent's death are included
in determining whether the
percentage tests are met.
S2035(d) (3) (b).

-

20 -

4.

Election Filing Requirements.
a.

In order to qualify for special use
valuation, an election must be made
by the executor on the first estate
tax return filed for the estate.
52032A(d).
Once made, the election
is irrevocable. The executor
cannot amend an estate tax return
in which the election was not made.
Reg. S20.2032A-8(a) (3).

b.

A recapture agreement signed by all
persons interested in the real
property valued under Section 2032A
must be attached to the notice of
election. If the agreement is not
submitted with the first return
filed, the IRS takes the position
that special use valuation is not
available. Technical Advice
Memoranda 8346009, 8249013 and
8246015.
Under the agreement, the qualified
heirs consent to personal liability
in the event the estate tax savings
are recaptured. All persons
interested in the real property
must consent to collection of any
additional estate tax from the real
property valued under Section
2032A. In addition, the agreement
designates an agent to deal with
the IRS.

c.

All persons interested in the real
property are those individuals
having an interest that can be
asserted under local law to affect
the disposition of the real
property.

d.

Persons interested include:
(1)

Spouses of qualified heirs;

(2)

Joint owners (if the
decedent's interest was
joint); and

(3)

Trustees of trusts holding any
interest in the real property.

-
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e.

Revenue Procedure 81-14, 1981-1
C.B. 669, sets forth a sample form
of agreement.

A protective election may be made to
specially value real property pending
final determination of values. Reg.
S20.2032A-8(b).
C.

Deferral of Estate Taxes 1.

Section 6166.

In General. Under Section 6166, the
executor may elect to defer the estate
taxes attributable to the decedent's
interest in a closely held business and
pay such taxes, after a five-year
deferral, in ten annual installments.
The interest rate on the unpaid tax is
4% on the first $1,000,000 of closely
held business interest. The interest
rate on the balance of the tax is the
"general IRS rate", which is presently
7%.
The savings under Section 6166 relate
solely to the deferral of the payment of
estate taxes and the bargain interest
rate. Section 6166 does not reduce the
estate taxes payable.

2.

3.

The Reauirements of Eliaibility.
a.

The decedent must have been at his
death a citizen or resident of the
United States. S6166(a)(1).

b.

More than 35% of the decedent's
adjusted gross estate must consist
of an "interest in a closely held
business". S6166(a)(1).

c.

The executor of the estate must
make an election on a timely filed
estate tax return. S6166(d).

Percentage Test.
a.

Section 6166(a)(1) provides that
the benefits of Section 6166 are
available if the value of the
decedent's interest in a closely
held business exceeds 35% of the
decedent's adjusted gross estate.

-
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4.

b.

The decedent's adjusted gross
estate is defined as the decedent's
gross estate less allowable
deductions under Section 2053
(debts, costs of administration,
and other charges) and Section 2054
(liens and mortgages).
S6166(b)(6). Thus, costs of
administration are deducted in
determining the adjusted gross
estate notwithstanding that such
costs are taken as income tax
deductions on the estate's income
tax return. Technical Advice
Memorandum 8203009.

C.

Gifts made within three years of
the decedent's death are included
in determining whether the 35% test
is met. S2035(d)(4).

Trade or Business Test.
a.

In order for the federal estate
taxes attributable to a decedent's
interest in a closely held business
to qualify for deferral under
Section 6166, the IRS takes the
position that the closely held
business must be engaged in an
active trade or business as of the
decedent's death.

b.

The IRS takes the position that the
passive rental of property is not
an active trade or business and
does not qualify for the benefits
of Section 6166. Rev. Rul. 75367, 1975-2 C.B. 472.

5.

Acceleration of Unpaid Tax.
a.

A distribution, sale, exchange or
other disposition of 50% or more of
the value of the decedent's
interest in the closely held
business will accelerate all unpaid
tax deferred under Section 6166.
§6166(g).

(1)

Note that it is 50% or more of
value of the interest in the
closely held business as of
the date of the decedent's
death. P.L.R. 8113120.
-
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(2) A mere change in form is not
construed to be a disposition.
Thus, a sole proprietorship
may be incorporated without
accelerating the unpaid tax.
See Rev. Rul. 66-62, 1966-1
C.B. 272; P.L.R. 8108090;
8103066; 8105063; 7724045;
7721043; 7807104; 7825029; and
7929055.

D.

b.

A withdrawal of 50% or more of the
value of the closely held business
will also accelerate the unpaid
tax. Reg. §20.6166-3(d).

c.

Transfer of property to a
beneficiary does not accelerate the
payment of unpaid tax deferred
under Section 6166. A subsequent
transfer by the beneficiary,
however, does accelerate payment.
Reg. S20.6166-3(e) (1).

Disclaimers.
1.

In General. A disclaimer is the refusal
to accept property passing to an
individual pursuant to a will or trust.
Under Virginia law, the person making
the disclaimer is treated as having died
before the vesting date of the interest
passing to the disclaimant. Under
federal law, a disclaimer has the effect
of treating the property as if it had
never passed to the disclaimant.

2.

Federal Reguirements. Section 2518
requires that in order for a disclaimer
to be a valid "qualified" disclaimer
under federal law, the following
requirements must be met:
a.

The disclaimer must be in writing.

b.

The disclaimer must be signed
either by the disclaimant or the
legal representative of the
disclaimant.

c.

The disclaimer must be filed within
nine months of the date of the
decedent's death.
-
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3.

4.

d.

The disclaimant must not accept any
benefits from the disclaimed
property.

e.

The disclaimant cannot direct where
the property is to pass and the
property must pass either to the
spouse of the decedent or to a
person other than the disclaimant.

f.

NOTE: A disclaimer need not meet
the requirements under state law in
order to be valid under federal
law.

State Requirements. In order for a
disclaimer to be valid under Virginia
law, the following requirements must be
met:
a.

The disclaimer must describe the
property or interest disclaimed.

b.

The disclaimant must declare the
disclaimer.

c.

The disclaimer must be signed and
acknowledged by the disclaimant in
the manner provided for the
execution of deeds of real
property;

d.

The disclaimer must be filed within
nine months of the decedent's death
with the court in which the estate
is administered (if testamentary)
or if nontestamentary, by delivery
in person or by registered mail to
the trustee or other person who has
legal title to the property.

When a decedent
Jointly Held Property.
owns property with another as joint
tenants with the right of survivorship,
the surviving tenant may be entitled to
disclaim the one-half interest passing
to the survivor by survivorship, as long
as the disclaimer is filed within nine
months of the date of decedent's death.
See P.L.R. 9012053 and 9135043. The
ability to make this type of a
has been recently curtailed.
tdisclaimer
!ee P.L.R. 9208003.

-
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5.

Uses of a Disclaimer. The major
importance of disclaimers is the
flexibility they provide for postmortem
estate planning. Executors frequently
use them to correct errors in an estate
plan and adjust the estate plan to
account for changed circumstances. A
disclaimer may be used to prevent an
overfunding or an underfunding of a
marital bequest in order to achieve the
optimal marital deduction, qualify a
trust for the QTIP election or shift
property among classes of beneficiaries.
The regulations regarding disclaimers
allow disclaimers of fractional
interests as well-as some forms of
pecuniary and carved-out interests.

E.

Allocation of the Generation-SkipDing
Transfer Tax Exemption.
1.

General Rule. Every individual is
allowed a $1,000,000 exemption from the
generation-skipping transfer ("GST")
tax. Therefore, a married couple is
entitled to two exemptions but the
exemptions cannot be transferred between
the spouses. The $1,000,000 figure is
cumulative. It applies to the aggregate
allocations made during life and at
death.

2.

Allocation.
a.

Any allocation by an individual
during his or her lifetime must be
made in the gift tax return for the
year the allocation applies. The
allocation by the executor must be
made on or before the date for
filing the federal estate tax
return (including extensions) in
the individual's estate. The
deadline.applies regardless of
whether a return must be -filed.
Once an allocation is made It is
irrevocable.

b.

With respect to lifetime di-rect
skips, the transferor's unu'sed GST
exemption will automatieall' ,be
applied to those transfelts 1n
order of occurrence. The
transferor may elect to!-nhegfte this
-
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automatic allocation. There is no
automatic allocation of the GST
exemption to lifetime transfers
subject to the GST tax other than
direct skips.
c.

If an allocation is not made by the
executor within the specified time
period, an arbitrary allocation is
applied as follows:
(1)

First, to all direct skips
occurring at the transferor's
death; and

(2)

Second, to all other trusts
from which a taxable
distribution or taxable
termination may occur at any
time on or after the
transferor's death.

For

multiple transfers within
either category, the GST
exemption is allocated in
proportion to the values of
the non-exempt portions of the
properties.
Plannina ODportunities. Leaving the
allocation of the GST exemption to the
,statutory prescribed method may very
well lead to adverse consequences. A
conscious decision should be made by the
executor as to the allocation of the
exemption. Some considerations should
,include: (a) avoiding a partial
,exemption for more than one trust; (b)
applying the exemption to a trust having
certain GST tax consequences, rather
than remote consequences; and (c)
applying the exemption to a trust that
has the potential for multiple
generation skips, rather than a single
skip.
F.

.01&xming Costs of Administration as Income
Tlax Deductions. Under Section 642(g), the
personal representative may elect to deduct
administrative expenses on the estate's
income tax return or on the estate tax
return. The estate is limited to one
,deduction and may not take the deduction on
both returns. Administration expenses may be
split e, however, between the estate tax return
and the income tax return in whatever
-
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proportion the personal representativc
desires.
The decision to elect administration exRengps
as an estate tax deduction or as an income
tax deduction will affect the relatiyerlvAhia,
of the credit shelter trust and the marital
If the estate lelects.to
deduction trust:
claim the income tax deduction, the credit
shelter amount decreases by the amount .,Qf the
deduction. The marital deduction formula
applies a portion of the unified credit -:
against the administration expenses in order
to avoid any estate tax liability. --Ahough
election of the income tax deduction reduces
the immediate tax burden,.At exposesthe.,
surviving spouse's estate to increased estate
taxes.
G.

Closing the Estate. The federal jancoe tax
regulations require that an estate be closed
upon completion of the estate admin!&tXgttion
For income tax
Treas. Reg. S1.641(B)-3(a).
purposes the estate-is considered txar-pated
"after the expiration of a reasonable period
for the performance by the executor of all
the duties of administration". Iwpxaoice,
this section is seldom invoked.
A common planning technique concerns the
deferral of major deductions (for example,
executors' commissions) until the estate's
final tax year. Section 642(h) provides that
excess deductions and unused net operating
and capital loss carryovers pass through to
the estate beneficiaries. Furthermore,
capital gains incurred in the year of
termination are taxed to the beneficiaries.
Careful planning should take place to
minimize the income tax consequences to the
(Under the Tax Reform
estate beneficiaries.
Act of 1986, all costs and expenses that
would be incurred, whether or not the
property was held in the trust or estate,
such as investment advisory fees, are subject
to a 2% floor applicable to miscellaneous
itemized deductions.)

-
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IV.

CONCLUSION
The tax practitioner should also identify other
potet-ial areas that have significant tax
consequences. The following is a partial list of
tq'e38h
nt-disoussed in this outline:
A.

Iffdividual Retirement Accounts;

B.

Section 754 election;

C.

S corporation and QSST elections;

D.

Pd.ftnership allocations;

E.

Valataion issues;

F.

Payment of fiduciary fees;

G.

Ta-5r

H.
I.

pbrtionment;

iable deductions; and
Didmfi in respect of a decedent.
M-S-.cTRULY NRVER TOO LATE TO SAVE TAXES!
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